
OPEN MEETING AGENDA ITEM 

September 6,2012 

Chairman Gary Pierce 
Commissioners 

Bob Stump 
Sandra Kennedy 
Brenda Bums 
Paul Newman 

Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 

In Re: Docket No. W-OOOOOC-06-0149 

Dear Chairman and Commissioners: 

Attached you will find a study prepared by Arizonans for Responsible Water Policy. As you know, 
Responsible Water provides water and wastewater service to approximately 900,000 Anzonans in over 60 
communities. 

The attached study looks into whether Distribution System Improvement Charges (“DSICs”) benefit 
customers, regulators, and/or utilities; it also explores how DSICs could be implemented and regulated 
without undue burden on the regulatory staff, the customer, or the utdity provider. 

We wdl be contacting each of your offices, as well as contacting Commission Staff, in the near future to set 
up meetings at which we can &scuss this study and the benefits of Arizona beginning to use DSICs to 
mitigate rate shock and regulatory lag. 

Thank you, as always, for your interest in improving Arizona’s water future and in exploring new ideas and 
possibllities as we all look for ways to improve service quality whde S d i n g  rate increases. 

~ a ? l  waker 
Chairman, Anzonans for Responsible Water Policy 



Moving Beyond Rate Shock 8z Regulatory Lag 
How Distribution and Collection System Improvement Charges 

benefit customers, investors, and regulators. 
August 2012 

Abstract 

Arizonans for Responsible Water Policy is a trade group whose members serve nearly one million 
people in Arizona. Our members operate water and wastewater systems in over 60 communities 
and have been actively involved in every water commission and study group in the state over the 
past 30 years. 

In this paper, Responsible Water looks at the arguments used against DSICs and the wastewater 
form, the CSIC. We find that the arguments used against DSICs are often disingenuous, frequently 
hyperbolic, and in the end do not reflect the simple fact that well-regulated DSIC programs reduce 
rate case filings, streamline the regulatory process so that the utillty commissioners can focus on 
larger policy issues instead of the “daily firefighting”, and provide customers with smoother, more 
manageable DSIC-based rate increases that wdl almost never exceed a few dollars a month. 

We close the paper with a recommended process for implementing and regulating DSICs, and by 
providing sample schedules for utilities’ use in DSIC implementation. 
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wastewater utility version of the DSIC. 



F r ov 13 ye 

Distribution System Improvement Charges 
(“D SI C ”) 

rs, the Arizona Corporation Commission has considered and denied implementing 
Distribution System Improvement Charges (and the equivalent for sewer utilities, the Collection System 
Improvement Charge) for the water and wastewater utilities it regulates DSICs and CSICs are used in a 
dozen other states, from California to Pennsylvania, and time and again have been proven to reduce the 
frequency of rate cases, lower the size of rate hikes, and incent a smoother and more consistent infrastructure 
replacement program that deals with aging and faillng infrastructure. 

Organizations like Food & Water Watch have attacked DSICs. RUCO and others have mischaracterized 
DSICs. Organizations like NARUC and the Cound of State Governments have endorsed DS1Cs.l The 
Commission has supported the end goals of DSICs for the state’s largest utilities while denying them to the 
water industry. 

The end goals of DSICs echo the Commission’s support for APS Settlements, i.e., “that APS’s customers will 
have the benefit of rate stability., .while also providmg the Company with adequate revenue to enable it to 
provide safe and reliable electric service.”2 

0 

0 Improved infrastructure, and an 
0 

Reduced rate case frequency and cost, 
Smaller rate hikes and increased rate stabillty, 

Improved regulatory climate for investment. 

This paper explores the benefits of DSICs and contrasts the Commission’s supportive positions with regard 
to energy utilities against its opposition to DSICs for water utilities and closes by recommendmg a procedural 
process for DSICs and a set of 11 schedules that the Commission could easily adopt as a template and begin 
moving Arizona towards a more reliable and sustainable water future. 

I t  is inargably true tha t DSICs reduce the 
freauencv of rate cases. a nd the size of rate hikes. 

The gold vertical arrow in the middle of the graph 
denotes the start of Pennsylvania’s DSIC era - as one 
can see, rate cases are less frequent. This means less 
rate case expense for the company, the customas, and 
the Commission; increased efficiency as the 
Commission deals with continuing staffing and budget 
pressures; and ultimately the customers benefit as 
rates become stable with gradual and manageable 
increases. 

NARUC Resolution, February 24,1999; NARUC Best Practice Resolution, July 27,2005; Council of State 

See, e.g., Staffs Opening Brief, APS Rate Case, 11-0224, Page 12, Lines 14-16 
Governments, Publications of Suggested State Legislation, 1999. 



mer rates from DSICs is small and manageable for customers. and reduces rate 
freauencv, 

The imDact to custo 
hike request size and 

First, some context: APS’ revenues are 45% dtiven by adjustors, and with an average APS bill of $134 a 
month we see that APS’ customers are paying nearly $61 a month for adjustors - whch is about what APS’ 
average bill was a decade ago. 

In conbast with APS’ $61 a month f p e ,  here are actual DSIC adjustor surcharges from around the nation: 

In particular, let’s focus on Pennsylvania; the state most aggressively trying to consolidate and reform its 
water industry. It has gone from regulating and overseeing 500 water companies to 125 in under a decade 
and is on its way to 50 companies. In that most pro-investor state, the DSIC surcharge is averaging $1.04 a 
month. 

Redatorv lag leads t o larFer rate hikes and creates “rate shock” 

Some argue that regulatory lag is a “benefit” to customers because it provides them the use of infrastructure 
without them having to pay for that infrastructure. But that is only the ‘seen’ aspect of the economics of 
utility investment, the %Iseen’ aspect is that there is no such dung as a free lunch With lag, those assets will 
go into rate base in one fell swoop - and the customers are always shocked and upset when that bill comes 
due because it includes several years’ of plant investment. 

How many thousands of water customers have to ask the Commission the same question, “why does my bill 
have to go up by so much at one time?”, before it realizes that their supposed regulatory lag benefit is, in fact, 
worse for the customers. 

Under a DSIC approach, plant would not “stack up” for the next rate case - it would incrementally flow into 
rates, the model used by Arizona’s cities and municipal water providers. This incremental approach, which 
some call gradualism, is also the basis for APS, TEP, and Unisource recovering their investment in renewable 



energy, transmission, and pollution control flow through their adjustor mechanisms - each of which is based 
on utility plant. 

Surchatpe - mechanisms. like the DSIC. don’t guarantee eaminps. thev encoutwe investment, 

A primary attack on the DSIC is based on the theory that it “ensures” companies earn their ROE. 
Clauning that a DSIC would “ensure” ROES in Arizona is simply incorrect; DSICs reduce the amount of 
ROE under-recovery by reducing regulatory lag. To do that, a DSIC provides a return on invested capital in 
the form of used and useful  la nt - thus while revenues increase under a DSIC, so has investment in used 
and useful plant and the only return allowed is the rate of return on used and useful plant. It is not 
mathematically possible to guarantee ROE earnings by allowing rate of return recovery on invested capital. 

This opposition to the DSIC stands in contrast to universal support for APS settlements since 2009 in which 
the improvement in investor attitudes resulting from adjustors was cited as a public benefit. For example, 
Staff argued in the APS 2012 rate case that a reason for its support was that “[tlhe proposed Settlement 
Agreement b d d s  on the progress made in APS’s last rate case by includmg provisions designed to improve 
the Company’s financial condition so that it can compete in attracting capital for investments to meet the 
needs of its customers.”3 

RUCO supported the series of APS Settlements and the adoption of numerous adjustors by axguing that “a 
stable rate base with the abfity for the Company to remain frnancially healthy through changes in its adjustors 
is in the public interest.”4 Staff cited and hhhghted that RUCO position as a reason why the Commission 
should support the APS 2012 Settlement.5.6 

RUCO and Staffs concern should extend to the water industry: For the period, 2007-2010, the average 
earned ROE of the Responsible Water companies was only 1.96’%0.~ 

Finally, this argument misstates the very nature of risk; by reducing regulatory lag for used and useful plant 
investments, the Commission does not reduce risk compensated for in ROE. According to the text books 
Staff relies upon, risk is related to vatiabiL9 of operating income, not the hvelof operating income.8 

A DSIC increases revenues by an amount that is directly based on additional fsed cost s that are actually 
incurred. A DSIC does not reduce the variability of operating income, which varies mainly as a result of 
fluctuating sales (e.g. weather) and variable costs (e.g. power, chemicals). Reducing the amount of regulatory 
lag (and as a result the level of under-recovery) does not equate to a reduction in the variability of operating 
earnings. And it certainly doesn’t reduce the variability of that portion of operating earnings that Staff would 
claun is “systematic,” or “non-diversifiable,” and therefore affects the cost of capital. 

We are not suggesting that the Commission turn a b h d  eye to earnings; in fact our proposed DSIC schedules 
provide explicit data on earnings. 

3 Staffs Opening Brief, APS Rate Case, 11-0224, Page 10, Lines 19-23 
4 Transcript, APS, 11 -0224, at Pg. 130 
5 Staff’s Opening Brief, APS Rate Case, 11-0224, Page 12, Lines 9-10 

7 See, e.g., Direct Testimony of Matt Rowell, in Global Water’s pending rate case 

Pages 157 - 158. 

See also, Dec. No. 73183, May 2012, at Page 18, Lines 21.5 thru 25.5 

See, for example, Emery, Douglas R., Finnerty, John D. Principles ofcorporate Finance with Cotporate Apphations, (1991), 



The other criticism is that while DSICs provide for gradualism, they risk “single issue rate-.” This is 
interesting when contrasted with the Commission’s support of APS settlements that include a host of 
adjustor mechanisms, which were largely based on ensuing “that APS’s customers wdl have the benefit of 
rate stability.. .while also providmg the Company with adequate revenue to enable it to provide safe and 
reliable electric service.”g It is worth highllghtifig that APS’ adjustor-based revenues dwarf the size of the 
DSIC proposal offered by Responsible Water. 

APS Adiustme nt YO of Total Revenues10 Annual Revenue ImDact 

Lost Fixed Cost Revenue 1 .OO% $32MMl1 
Demand Side Management 2.63% $85MM 
Environment Improvement 0.07% $23MM 
Transmission Cost 5.04% $163MM 

Power Supply 31.17% $l,OO9MM 
Four Corners 2.16% $70MM 
Total 45.46% $1,492MM 

Renewable Energy 3.39% $1 1oMM 

Despite the fact that the DSICs proposed by Responsible Water would be limited to 3% of revenues for 
n o d y  operating systems, and 7% for systems facing critical infrastructure demands, those who oppose 
DSICs argue that adjustors that improve investor attitudes are not in the public interest when they apply to 
water companies. From the bases of consistency and relative impact, opposition to the DSIC cannot be 
squared with support for the adjustors granted to energy companies. 

When compared with APS’ Staff and Commission-supported adjustors, the DSIC is miniscule -but relativity 
and consistency aren’t the only reasons to implement a DSIC policy. Water and wastewater uttltties face a 
much lugher degree of capital intensity than electric udities: 

...... ............................................................................................. I 

.......... 

................................. ............................... 

COI 

9 Staffs Opening Brief, APS Rate Case, 11-0224, Page 12, Lines 14-16 
10 Using APS 2012 10K reported 2011 revenues of $3,237MM 
11 At 1% of 2011 revenues, future year estimates in Dec. No. 73183 estimate up to $40MM in 2016 



That increased capital intensity faces a major challenge: the increasing need for capital to repair and replace 
infmstructure that has been in the ground for decades. While we often think of Arizona as a young state, it’s 
worth noting that a water main put in the ground when Ronald Reagan took office is now fully depreciated 
and is entering old age and facing line break and water loss issues. In fact, across the US. the need for water 
and wastewater investment has been studied by the EPA and the Congressional Budget Office, with each 
hding  at least $25 billion a year in capital needs: 

20-Year Infrastructure 
Investment Needs 

($ Billions) 
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The a r m e n t  that ROEs must be cut in “exchatlgeyy for DSICs is one-sided and a svmmetrical, - 

An ROE is the incentive for an investor to take on risk - the possibility of making a return on her investment 
impels an investor to put capital at risk So, it is important to clearly understand what “risk” means from an 
investment perspective: According to Harry Markowitz, the father of the Efficient Market Hypothesis which 
led to, among other thtngs, the Capital Asset Pricing Model (CAPM), “Efficient portfolios minimize that 
‘undesitable thmg‘ called variance whde simultaneously maximizing that ‘desirable thlng’ called getting rich.. . 
That is what Markowitz meant when he introduced the concept of variance to measwe risk, or the 
uncertainty of return.”’* 

But in the past five years (2007-2012) the average return for class A water companies in Arizona has been 
1.96% - while allowed ROEs in Atizona over that period have averaged 9.60%.’3 In Anzona, the variance 
between what water utihties actually earn and what utdlties are authorized to earn is staggering. It is that 
variance, Markowitz’s “risk” that has led several investment analysts to rank the state among the worst in the 
nation for utility investment.14 

Furthermore, regulatory lag, in an environment of rismg infrastructure-related costs, wdl cause a utdlty to 
under-recover its cost of service. The Commission has never added a premium to a utility’s authorized ROE 
to account for regulatory lag (i.e. the fact that the utdity likely wdl not earn its cost of capital under the 
traditional ratemakmg framework in Arizona the “historic test year”). Mechanisms that are designed to 
reduce regulatory lag, such as the DSIC, do not warrant a downward adjustment to the authorized ROE, as 
such a reduction would defeat the purpose of the DSIC (reducing regulatory lag) and render it useless. 

_ _ _ ~ ~  ~~ 

12 Peter L. Bernstein, Againt the God: The Remarkabh Story OfRisk, (1998), Page 256 
13 Direct Testimony of Matt Rowell in Global Water’s pending rate case; and “ROEs in Arizona”, Insight Consulting, 
(attached) 
14 See, e.g., Janney Montgomery Scott, “Introducing the Janney RCI” (201 1); and also, S&P, “Assessment of US 
Regulatory Climates” (2008,2010) 



Behind all these arguments, there seems to be a general attitude among some parties that if water utilities 
recover theit costs of service (includmg a retutn on invested capital), the Commission has somehow failed. 
The contrast with the Commission’s decisions to allow APS to recover fully 46% of its revenues through 
adjustors in the ~xplicit interest of minimizing APS’ earnings variability is noteworthy and telling. 

Reduci E in exchame for DSI i cr es 
“Rate Shock” challemes, 

Some suggest that if water companies receive DSICs they should be required to accept lower ROEs - this is 
premised on a) the misunderstanding of what risk is (i.e., variability in returns), and b) the theory that ud ty  
ratemaktng is a zero-sum game in whtch anythmg improving a utibty’s financial condition has to be tied to 
something that harms its financial condition. In the end, the zero-sum approach means that the Commission 
will never improve financial conditions, because the lost revenue resultmg from a reduced ROE in a general 
rate case could be greater than any potential revenues resulting from a subsequent DSIC f h g  (dependmg on 
the uulity’s rate base and operating revenues). 

1, A utilitv in 

To the extent a uulity is faced with an infrastructure crisis (i.e. the need to replace large amounts of 
infrastructure), and is therefore in need of a DSIC, it is more risky, and warrants a hgher ROE to enable it to 
attract capital on reasonable terms for the purpose of replacing such infrastructure. Complicating matters is 
the fact that the interest coverage requirements required by lenders and contained in bond indentures, which 
can be as hlgh as 2.5 times total interest expense, are remnants of the days before volumetric and tiered rates 
were in effect. These coverage requirements and other covenants have not been adjusted to accommodate 
the newer conservation rate structures with dechng  revenues over time or the increasing burden of 
infrastructure replacement programs. (See ‘The Pendulum Swing of Revenue Stability and Conservation” 
Journal AWWA, Aug. 2010, p. 26) As a result, potential lenders are less likely to loan sigdcant amounts of 
money to water uulities with low authorized ROEs, htstorical test years, and conservation-based rates. 

ProDosed DSIC Process - Overview, 

One of the key challenges in implementing a new policy is the question of how to do so - Responsible Water 
proposes the following process as a proper beginning for the implementation of DSICs. Without question, 
over time the Commission, the customers, and the regulated utilities will idenufy opportunities and ways to 
improve the process. With biennial workshops on water policy, the Commission should include a review of 
this and other processes. 



Probosed DS IC and CSIC Process 

Utilities shall apply for and obtain generic approval of a DSIC or CSIC in the context of a rate case. 
Once approved generically, DSICs and CSICs shall not have annual adjustments greater than either 
3% or 7% of annual revenues. Utilities requesting 7% annual caps must show that the infrastructure 
replacement needs in the affected utility require an investment of greater than 50% of existing rate 
base in less than a five-year period; or greater than 100% over a ten-year period. 
Each utility granted a DSIC shall comply with the following process and requirements: 

a. To initiate a DSIC or CSIC adjustment, the utility shall hle Schedules (See Attached) which 
show the following: 

i. 

11. 

Ill. 
... 

iv. 

vi. 
vii. 
viii. 
ix. 

V. 

X. 

DSIC-ebble plant installed through the period for which recovery is sought, by 
NARUC account type; 
Proposed surcharge for all DSIC-ebble plant; 
Prior year DSIC collections and Over/ Under collected amounts; 
Balance sheet before and after DSIC plant inclusion; 
Income statement before and after DSIC surcharge inclusion; 
Revenue requirement calculations; 
Surcharge Calculation; 
Construction Ledger; 
Earnings test; 
Typical bdl analysis. 

b. As part of its DSIC adjustor f h g ,  the ud ty  shall make readily available documentation 
which shows the following: 

i. Approval Of Construction and Invoices for DSIC-ebble plant installed; 
ii. DSIC-ebble plant and projects the utility plans to install in the then-current year , 

by NARUC account type; 
iii. Actual and estimated in-service dates for said plant. 

c. Concurrent with its DSIC adjustor filing, the utility shall notify customers of its proposed 
DSIC adjustment and its potential impact on rates; the notice shall include information on 
how to contact the Commission’s consumer services section and how to contact the utility 
for more information. 

The adjustor is automatically effective within 30 days of receipt of the DSIC adjustor filing, unless 
Staff notifies the utility whether it believes it needs more time to review or issue a report or if a 
hearing is required to adjudicate the DSIC proposal. 

a. If a hearing is required, it shall be completed within 45 days, and a ROO shall be issued 
w i b  45 days of the conclusion of the hearing(s). The Commission shall issue an order at 
the next open meeting. 
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